


NOTES TO THE FINANCIAL
STATEMENTS—]JUNE 30, 2008
AND 2007

1.

In 1988, Minnesotans voted to amend their
Constitution to authorize a state-run lottery. In
1989, the Legislature approved and the Governor
signed Minnesota Statutes Chapter 349A into law,
officially creating the Minnesota State Lottery, the
33rd lottery in the country.

Organization of the Minnesota State Lottery

The Minnesota State Lottery (the Lottery), an
enterprise fund of the State of Minnesota, is under
the supervision and control of the Director of the
Lottery, who is appointed by the Governor with the
advice and consent of the Senate. The Lottery net
proceeds and proceeds from the in-lieu-of-sales tax
on tickets sales are dedicated to the General Fund, the
Environment and Natural Resources Trust Fund, the
Game and Fish Fund, and the Natural Resources
Fund. The funds are used to enhance the state’s
natural resources as well as public education, local
government assistance, and public safety.

Lottery revenue is generated by sales of Scratch
Games and Online Games that include: Daily 3%,
Northstar Cash®, G3®, Gopher 5%, Powerball®,
Power Play®, Hot Lotto®, Sizzler™ and the MN
Millionaire Raffle game.

2. Summary of Significant Accounting Policies

The Lottery is an agency of the State of Minnesota
using proprietary type enterprise accounting. The
financial statements are prepared in accordance
with generally accepted accounting principles as
applicable to governmental units. Following are the
more significant accounting policies:

(@) Basis of Accounting

The financial statements of the Lottery have

been prepared on the accrual basis of accounting.
Revenues are recorded when they are earned and
expenses are recognized as incurred.

Governmental Accounting Standards Board (GASB)
Statement No. 20, Accounting and Financial
Reporting for Proprietary Funds and Other
Governmental Entities that use Proprietary Fund
Accounting, provides that proprietary and similar
trust funds should apply all GASB pronouncements,
as well as the following pronouncements issued
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on or before November 30, 1989, unless those
pronouncements conflict with or contradict GASB
Pronouncements: Statements and Interpretations of
the Financial Accounting Standards Board (FASB),
Accounting Principles Board Opinions (APB), and
Accounting Research Bulletins (ARB). As permitted
by GASB Statement No. 20, the Lottery has elected
not to apply FASB statements or interpretations
issued on or after November 30, 1989, unless the
GASB specifically adopts such statements

or interpretations.

(b) Accounting Standard: GASB No. 34

In June 1999, the Governmental Accounting
Standards Board (GASB) issued Statement No. 34,
Basic Financial Statements and Management's
Discussion and Analysis for State and Local
Governments. This Statement established updated
financial reporting requirements for state and
local governments. This statement also requires
budgetary comparison schedules to be presented
as supplementary information. The Lottery is not
legally required to adopt a budget and therefore
budgetary comparison schedules are not included
as supplementary information.

(c) Measurement Focus

A proprietary fund is accounted for using the
“economic resources” measurement focus. This
means that all assets and liabilities associated with
its activity are included on its balance sheet. The
proprietary fund type operating statement presents
increases (revenues) and decreases (expenses) in
net total assets.
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(d) Operating Revenue and Expenses

Operating revenue and expenses for a proprietary
fund such as the Lottery are revenues and expenses
that result from providing services and producing
and delivering goods and/or services. Operating
revenues are derived from providing various types of
games. Operating expenses include commissions,
prize costs, other direct costs of providing lottery
games, and administrative expenses.

Packs of Scratch tickets are distributed to retail
sales outlets. Scratch ticket sales are recognized as
operating revenue upon settlement of ticket packs
by retailers and are recorded at the sale price to the
consumer. Sales of Online tickets are recognized as
operating revenue on the date of the draw for which
the tickets were purchased. Revenues from future
Online ticket draw sales are deferred until the date
of the draw for which the tickets were purchased.

(e) Cash and Cash Equivalents

Cash and cash equivalents include an amount in
demand deposits as well as funds held in the State
Treasury and invested by the State Board of Investment.

(f) Prizes and Reserves

Scratch ticket prize expense is recognized in
accordance with the predetermined prize structure
for each game and is accrued when revenue is
recognized. High tier prizes for certain Scratch ticket
games may also be structured and paid as an annuity.

Prize expense for Daily 3¢ is recorded based

upon the actual winners on the date of the draw.
Prize expense for G3® games are based on actual
winners and are recorded at the time of sale. The
prize expense for Northstar Cash® is recorded at
53.3 percent of draw sales. The prize expense for
Gopher 5% is recorded at 55 percent of draw sales;
prior to September 23, 2005 it was recorded at

57 percent of draw sales.

Included in the Lottery Prize Liability at June 30,
2008 is a $462,380 prize reserve which reflects
funds due to the State Treasury that have been

set aside in the Lottery prize fund by the Director
in accordance with Minnesota Statutes, Section
349A.10, subdivision 2(b) to assure proper funding
for future lottery prizes. The prize reserve at June
30, 2007 was $17,033.

Prize expenses for Powerball®, Power Play®, Hot
Lotto® and Sizzler™ are recorded at 50 percent
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draw sales in accordance with the Multi-State
Lottery Association (MUSL) prize structure. The
Powerball®, Power Play®, Hot Lotto® and Sizzler™
prizes are paid with funds held by MUSL. MUSL
has established separate prize pool reserves for
Powerball®, Power Play®, Hot Lotto® and Sizzler™
to support payment of prizes in light of the remote
possibility of claims greatly exceeding the expected
amounts. In the event that the Lottery ceases to
participate in one of these games, the Lottery may
make claim to assets, if any, in the related prize
pool reserve. The Lottery’s share of these prize
reserves as of June 30, 2008 was as follows:

Powerball®/Power Play® $3,136,161
Hot Lotto®/Sizzler™ $1,118,974
Total $4,255,135

These reserves held by MUSL are not included in
these financial statements.

(g) Scratch Ticket Inventory

Scratch ticket inventories are carried at cost using
the specific identification method. Tickets are
charged to operating expense over the estimated
life of each Scratch game.



(h) Capital Assets

Assets costing five thousand dollars or more are
capitalized and are carried at cost less accumulated
depreciation. Depreciation is computed on the
straight-line basis using estimated useful lives

from three to seven years. Computer equipment,
printers, and software costs are depreciated over
three years. Vehicles, other than the warehouse
truck, are depreciated over four years. Office
equipment, Online draw equipment and signs are
depreciated over five years. Office furniture and the
warehouse truck and equipment are depreciated
over seven years. Leasehold improvements are
depreciated on a straight-line basis over the shorter
of the useful life or length of the lease. When assets
are retired or otherwise disposed of, the cost and
related accumulated depreciation are removed
from the accounts and any resulting gain or loss

is recognized.

(i) In-Lieu-of-Sales Tax

From every dollar in Lottery sales, the Lottery

sets aside six and one-half cents as in-lieu-of-
sales tax and remits that amount monthly to

the Commissioner of Revenue as required by
Minnesota Statutes, Section 297A.65. Minnesota
Statutes, Section 297A.94(e), provides that 27.57
percent of the in-lieu-of-sales-tax is credited to the
General Fund and the remaining 72.43 percent is
credited equally between the Game and Fish Fund
and the Natural Resources Fund to be used for
natural resources projects as specified by law.

() Income Taxes

The Lottery, as an agency of the State of Minnesota,
is exempt from federal and state income taxes.
Accordingly, the Lottery makes no provision for
income taxes.

(k) Use of Estimates in the Preparation of
Financial Statements

The preparation of financial statements in
conformity with accounting principles generally
accepted in the United States of America requires
management to make estimates and assumptions
that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and
the reported amounts of revenues and expenses
during the reporting period. Actual results could
differ from those estimates.
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() Reclassification

Certain reclassifications have been made to the
2007 financial statements to conform with the
2008 presentation.

3. Cash and Cash Equivalents

Minnesota Statutes, Section 349A.10, subdivision
7(a), requires the Lottery transfer all funds to a
Lottery cash flow account in the State Treasury.
Funds necessary to cover cash needs are transferred
as needed from State Treasury to the Lottery fund.
Funds in this account earn interest, which is
credited monthly to the Lottery’s account. Cash on
deposits in the State Treasury and with financial
institutions are insured. Cash on deposit is covered
up to $100,000 per institution by the Federal
Depository Insurance Corporation (FDIC). At

times, cash balances may be in excess of the FDIC
insurance limit. As a result, the financial institutions
are required to pledge securities as collateral to the
Lottery in an amount equal to the funds in excess
of the FDIC insurance limit. The securities are held
in the name of the Lottery.

Table 5 summarizes the Lottery’s cash and cash
equivalents at June 30, 2008 and 2007.

Available cash in the State Treasury is invested

by the State Board of Investment. In accordance
with Minnesota Statutes, Section 11A.24, the State
Board of Investment must invest in obligations and
stocks of U.S. and Canadian governments, their
agencies and their registered corporations, short-
term obligations of specified high quality, restricted
participation as a limited partner in venture capital,
real estate, or resource equity investments, and
restricted participation in registered mutual funds.
Lottery funds on deposit in the State Treasury
cannot be tied to specific investment securities.

4. Accounts Receivable—Allowance for
Doubtful Accounts

Table 6 summarizes the Lottery’s accounts
receivable at June 30, 2008 and 2007.

5. Capital Assets

Tables 7 and 8 summarize changes in capital assets
for the years ended June 30, 2008 and 2007.



Table 5. Cash and Cash Equivalents at June 30, 2008 and 2007

2008 2007

Cash on Deposit 14,991,764 21,260,330
Total Cash and Cash Equivalents $13,817,893 $19,582,548

Table 6. Accounts Receivable at June 30, 2008 and 2007

2008 2007
Allowance for Doubtful Accounts (297,171) (261,649)
Accounts Receivable, Net $5,772,330 $4,579,018

Table 7. Summary of Changes in Capital Assets—Year Ended June 30, 2008

July 1, 2007 Additions Deletions Transfers  June 30, 2008
Depreciable Capital Assets:

PC and Printer Equipment 771,356 — (6,227) — 765,129

Leasehold Improvements 1,629,259 4,571 (9,232) — 1,624,598

Computer Equipment 1,435,646 — (8,128) — 1,427,518

Express Point Machines 319,500 — — — 319,500

Warehouse Equipment 201,775 — — — 201,775

Total 8,460,596 250,802 (240,598) — 8,470,800

Less-Accumulated Depreciation:

PC and Printer Equipment 771,356 — (6,227) — 765,129

Leasehold Improvements 1,585,134 13,498 (9,232) — 1,589,400

Computer Equipment 1,268,095 65,703 (8,128) — 1,325,670

Express Point Machines 26,625 63,900 — — 90,525

Warehouse Equipment 173,652 7,968 — — 181,620

Net Capital Assets $1,403,218 $(268,109) — — $1,135,109




Table 8. Summary of Changes in Capital Assets—Year Ended June 30, 2007

July 1, 2006 Additions Deletions June 30, 2007
Depreciable Capital Assets:

PC and Printer Equipment 916,289 — (144,933) 771,356

Leasehold Improvements 1,629,259 — — 1,629,599

Computer Equipment 1,452,726 — (17,080) 1,435,646

Express Point Machines — 319,500 — 319,500

Warehouse Equipment 201,775 — — 201,775

Total 8,577,030 756,133 (872,567) 8,460,596

Less-Accumulated Depreciation:

PC and Printer Equipment 916,289 — (144,933) 771,356

Leasehold Improvements 1,561,297 23,838 — 1,585,135

Computer Equipment 1,193,605 91,570 (17,080) 1,268,095

Express Point Machines — 26,625 — 26,625

Warehouse Equipment 165,398 8,254 — 173,652

Net Capital Assets $1,089,022 $314,196 — $1,403,218

Table 9. Accrued Benefits

Beginning Additions Retirements Ending
2008 $1,121,438 $1,108,150 $(978,880) $1,250,708




6. Unclaimed Prizes

Effective July 1, 2003 pursuant to Minnesota Laws
2003, Tst Special Session, Chapter 1, Article 2,
Section 101, all unclaimed prizes will be
transferred to the General Fund at the end of the
fiscal year. The unclaimed prizes due to the State
are $7,154,188 and $9,018,487 on June 30, 2008
and 2007, respectively.

7. Accrued Benefits

A liability is recognized for unpaid vacation,
compensatory hours, vested severance and
anticipated severance pay when earned. Non-vested
severance pay is estimated based upon historical
trends and current demographics. See Table 9.

8. Net Assets

Within 30 days after the end of each month,

the Lottery is required by Minnesota Statutes,
Section 349A.10, subdivision 5 to deposit the
net proceeds in the State Treasury. The monthly
transfer of net proceeds leaves a zero balance

in Net Assets. Net Proceeds Due to State on the
accompanying balance sheets for the month
ended June 30, 2008 and 2007 were $3,281,430
and $5,105,953, respectively. Net assets invested
in capital assets consist of capital assets, net of
accumulated depreciation.

9. Commitments and Contingencies
(@) Risk Management

The Lottery is exposed to various risks of loss
related to torts, theft, damage to and destruction of
assets, errors and omissions, injuries to employees,
and natural disasters.

The Lottery participates in the State’s Risk
Management Fund for property, liability, crime and
automobile insurance coverage. The Lottery pays
annual premiums for this coverage. The State’s Risk
Management Fund covers all claims above the
deductible. The Lottery has not experienced any
settlements in excess of coverage in the past

three years.

The areas of insurance coverage, limits and
deductibles as of June 30, 2008 are listed in Table 10.

The Lottery participates in the State’s workers’
compensation program. The Workers” Compensation
Alternative Cost Allocation Account (WCACAA)
funds approximately 15 percent of the total
workers” compensation costs annually. Funds are
collected up-front through a premium based on
each agency’s unique exposure and experience.
The Lottery paid a premium of $67,893 in fiscal
year 2008 and $62,040 in fiscal year 2007.

The Lottery purchased eighteen lifetime annuities
from various insurance companies. If these
insurance companies were to default on those
obligations these policies would be covered under
a “Guaranty Fund Law” which is administered by
the State of Minnesota. The amount guaranteed per
annuity is $300,000. The Lottery may be ultimately
responsible for the lifetime annuities; however,
management feels that the possibility of the
insurance companies defaulting on its obligations
in a material sum in excess of the $300,000
guaranteed by the State is remote.

Table 10. Areas of Insurance Coverage, Limits and Deductibles as of June 30, 2008

Limits Deductible

Auto
Bodily Injury and Property Damage

$300,000/$1,000,000 $500

General Liability

$400,000/$1,200,000 None




(b) Operating Leases

The Lottery is committed under various leases for
building and office space. The leases are classified
as operating leases for accounting purposes. For
the years ended June 30, 2008 and 2007, the
lease expense was $1,378,724 and $1,363,685,
respectively. This is net of sublease rental income
of $349,553 in fiscal year 2008 and $346,555

in fiscal year 2007. Sublease rental income is
included within occupancy costs on the financial
statements. Future minimum lease payments for
existing lease agreements are listed in Table 11.

appropriated $1,456,000 in fiscal year 2007
from the prize fund to the Department of Human
Services for statewide compulsive gambling
treatment programs.

Minnesota Laws 2006, Chapter 225, section 1
appropriated $150,000 for fiscal year 2007 to
the Department of Human Services to be used
for a grant to the state affiliate recognized by
the National Council on Problem Gambling. Of
the appropriation for fiscal year 2007, $75,000
is contingent on the contribution of non-state
matching funds.

Table 11. Future Minimum Lease Payments for Existing Lease Agreements

Year Ending June 30 Amount Sub-Lease Amount Net

2009 $1,340,914 $352,667 $988,247
2010 1,361,254 350,216 1,011,038
2011 1,433,606 336,371 1,097,235
2012 1,144,214 336,371 807,843
2013 1,070,950 205,227 865,723
Total $6,350,938 $1,580,852 $4,770,086

(c) Sales Tax Contingency

The Lottery was subject to a sales and use tax audit
in fiscal year 2006 for the period July 1, 2002 to
June 30, 2005. The Lottery appealed an assessed
tax liability of $734,879 with the Department of
Revenue and the appeal was denied. The Lottery

is currently re-appealing the assessed tax liability.
The financial statements reflect this amount plus
the addition of $450,815 for the sequential years
as an amount due for sales tax assessment. If the
assessment is overturned, the effect on the financial
statements would be to decrease Scratch Ticket
Expense by $1,185,694 and increase Net Proceeds
to State by the same amount. Because the sales tax
is also payable to the State there is no change in
the total amount the Lottery submits to the State.

10. Compulsive Gambling Treatment Contribution
Provided from Prize Fund

Minnesota Laws 1998, Chapter 407, Article 8,
Section 11 appropriated $340,000 annually from
the prize fund to a special Indian Gaming account
in the State Treasury. Funds in this account are
transferred to the Department of Human Services
for compulsive gambling treatment programs.

Minnesota Laws 2005, 1st Special Session, Chapter
4, Article 9, section 2, subdivisions 8(e) and 9

Minnesota Laws 2007, Chapter 147, Article 19,
section 3, subdivisions 8(e) and 9 appropriated
$2,185,000 from the prize fund to the Department
of Human Services for statewide compulsive
gambling treatment programs. Of this appropriation
$225,000 each year is a grant to the state affiliate
recognized by the National Council on Problem
Gambling, $100,000 of which is contingent on
contribution of non-state matching funds.

11. Retailer Commissions

Retailer commission is set by Minnesota Rule
7856.4030 as 5.5 percent of the price of each lottery
ticket sold by a retailer and 1 percent of the amount
of each winning lottery ticket cashed by a retailer.

12. Statutory Limitation on Operating and
Advertising Expenses

Gross revenue is defined in law as ticket sales and
all other income less in-lieu-of-sales tax. Direct
costs are expenses that are a direct function of
lottery sales, which include all prize payouts,
retailer commissions and incentives, amounts paid
to produce and deliver scratch lottery tickets, and
amounts paid to an outside vendor to operate and
maintain an on-line gaming system. Operating
costs include all other expenses of the Lottery.



Minnesota Statutes, Section 349A.10, subdivision
3 limits the Lottery’s advertising costs to 2.75
percent and operating costs to 9 percent of gross
revenue. Minnesota Laws 2005, Chapter 156,
Article 1, section 20, provides that notwithstanding
Minnesota Statutes, section 349A.10, the operating
costs of the Lottery may not exceed $27,350,000
in fiscal year 2007, and Minnesota Laws 2007,
Chapter 148, Article 1, section 19, provides that
notwithstanding Minnesota Statutes, section
349A.10, the operating costs of the Lottery may not
exceed $27,378,000 in fiscal year 2008.

The Lottery is in compliance with the statutory
limits on advertising and operating costs.
Advertising costs as a percentage of gross revenue
were 1.64 percent and 1.47 percent for the years
ended June 30, 2007 and 2008, respectively.
Operating costs as a percentage of gross revenue
were 5.80 percent and 5.60 percent for the years
ended June 30, 2007 and 2008, respectively.

13. Retirement Plans and Post Retirement Benefits

The Lottery is involved in two pension programs
as follows:

(a) General Plan—
Defined Benefit Pension Plan—Statewide:

Plan Description

The Lottery contributes to the Minnesota State
Retirement System (MSRS), which is a cost-sharing
multiple-employer defined benefit pension plan
administered by the MSRS. The plan provides
retirement and disability benefits, annual cost of
living adjustments, and death benefits to qualifying
plan members and beneficiaries. Benefit provisions
are established and may be amended by state
statute and vest after three years of credited service.
MSRS issues a publicly available financial report
that includes financial statements and required
supplementary information for MSRS. That report
may be obtained by contacting MSRS at 651-296-
2761 or www.msrs.state.mn.us.

Funding Policy

Plan members are required to contribute 4.0%
of their annual covered salary and the Lottery is

required to contribute at an actuarially-determined
rate. The Lottery’s current rate is 4.0 percent of annual
covered payroll. The contribution requirements of
plan members and the Lottery are established and
may be amended by state statute.

Table 12 shows contributions to MSRS for the years
ending June 30, 2008, 2007, and 2006.

(b) Unclassified Plan—
Defined Contribution Plan— Statewide:

Plan Description

The Lottery contributes to the MSRS, which is a
multiple-employer defined contribution plan
administered by the MSRS. The plan provides
retirement and disability benefits, and death
benefits to qualifying plan members and
beneficiaries. Benefit provisions are established
and may be amended by state statute and vest
immediately. MSRS issues a publicly available
financial report that includes financial statements
and required supplementary information for MSRS.
That report may be obtained by contacting MSRS
at 651-296-2761 or www.msrs.state.mn.us.

Funding Policy

Plan members are required to contribute 4.0
percent of their annual covered salary and the
Lottery is required to contribute 6.0% of the annual
covered payroll. The contribution requirements of
plan members and the Lottery are established and
may be amended by state statute.

Table 12 shows contributions to MSRS for the years
ending June 30, 2008, 2007 and 2006.

The Lottery provides other postemployment
benefits (OPEB) as part of its total employee
compensation package. GASB statement No. 45
“Accounting and Financial Reporting by Employers
for Postemployment Benefits Other than Pensions”
requires the Lottery to report OPEB on the face of
its financial statements. The Lottery implemented
GASB Statement No. 45 in Fiscal Year 2008. Total
expenses and related balance sheet accrual for
OPEB in Fiscal Year 2008 was $29,000 and is
included in accrued benefits.

Table 12. Retirement Plan Contributions to MSRS for the Years Ending June 30, 2008, 2007, and 2006

2008

2007 2006

N
~
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INDEPENDENT PRACTITIONER’S SYSTRUST
REPORT ON SYSTEM RELIABILITY

To the Management of Minnesota State Lottery:

We have examined the effectiveness of the Minnesota State Lottery’s
(the Lottery’s) controls over the reliability of its AS/400, Novell, BPCS,
ACCLAIMS, and ICS systems during the period of October 1, 2007
thorough March 31, 2008, based on the AICPA/CICA Trust Services
Criteria' for systems reliability. Maintaining the effectiveness of

these controls is the responsibility of the Lottery’s management. Our
responsibility is to express an opinion based on our examination.

A reliable system is one that is capable of operating without material

error, fault or failure during a specified period in a specified environment.
The AICPA/CICA Trust Services Security and Processing Integrity Criteria
are used to evaluate whether the Lottery’s controls over the reliability of its
AS/400, Novell, BPCS, ACCLAIMS, and ICS systems are effective.

Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants

and, accordingly, included (1) obtaining an understanding of the Lottery’s
relevant security and processing integrity controls; (2) testing and
evaluating the operating effectiveness of the controls; and (3) performing
such other procedures as we considered necessary in the circumstances.
We believe that our examination provides a reasonable basis for our opinion.

In our opinion, the Lottery maintained, in all material respects, effective
controls over the reliability of the AS/400, Novell, BPCS, ACCLAIMS,
and ICS systems to provide reasonable assurance that:

* The System was protected against unauthorized access (both physical
and logical); and

The System processing was complete, accurate, timely, and authorized
during the period of October 1, 2007 to March 31, 2008, based on the
AICPA/CICA Trust Services criteria for systems reliability.

Because of inherent limitations in controls, errors or fraud may occur and
not be detected. Furthermore, the projection of any conclusions, based on
our findings, to future periods is subject to the risk that the validity of such
conclusions may be altered because of changes made to the system or
controls, the failure to make needed changes to the system or controls, or a
deterioration in the degree of effectiveness of the controls.

The SysTrust seal on the Lottery’s Web site constitutes a symbolic representation
of the contents of this report and it is not intended, nor should it be
construed, to update this report or provide any additional assurance.

Hiokts S, frts
i & llon A
Minneapolis, Minnesota
May 16, 2008

! http://infotech.aicpa.org/N R/rdonlyres/05A9970C-A574-406D-BE82-
5BE60DT 7F90F/0/Trust_Services_PC_10_2 006.pdf







